
Risky romance 

Semiconductor companies ore leveraged buyout firms 
latest sweethearts. By Stephanie T. Gates 


T alk about odd couples. The semicon¬ 
ductor industry, for years the sole pre¬ 
serve of venture capitalists, is attracting the 
interest of high-flyers from the leveraged 
buyout (LBO) business. 

In March 1997 Citicorp Venture Capital— 
the renowned but secretive private equity 
arm of Citicorp—purchased memory and 
logic chip maker Fairchild Semiconductor 
from National Semiconductor for $550 mil¬ 
lion. And in February of this year, the Texas 
Pacific Group (TPG), a well-capitalized, 
politically connected consortium of 
lawyers-turned-buyout-artists, acquired 
Zilog, a developer of microcontrollers and 
data communications chips, for approxi¬ 
mately $440 million. 

Previously, LBO firms tended to avoid 
semiconductor deals because of the risks 
associated with investments in high-tech 
companies, the uncertainty of semicon¬ 
ductor companies’ ability to service debt, 
and the outdated perception that technol¬ 
ogy is an insignificant market. So why are 
sophisticated financial buyers now diving 
into a technology sector that’s cyclical, 
volatile, and dominated by Intel? Growth, 
timing, and a market ripe for savvy deal 
structuring are the key reasons. 

Debting on it 

Traditionally, the term leveraged buyout 
refers to the purchase of a company by a 
financial buyer that uses the company’s 
assets as collateral for the loan that funds 
the acquisition. This model and the cash- 
to-debt ratio, however, have changed with 
the times. In today’s cash-rich world, some 
firms are closing the transaction by paying 
a chunk of the purchase price in cash up 
front, then going to the high-yield bond 
market and to banks in order to load up 
the company with debt—leverage—to in¬ 


crease their return on the investment. 

It’s when a particular sector’s stocks take 
a hit that buyout firms are more inclined to 
pounce. Memory chip overcapacity and 
the troubles in Asia have translated into a 
downward swing in the semiconductor 
industry—its growth rate in 1997 was 
contained to a paltry 5 percent. But DMG 
Technology Group semiconductor analyst 
Scott Nirenberski forecasts a 15 to 17 
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percent annual growth rate for semicon¬ 
ductor companies over the next five years. 
“The stocks have had a rough ride in the 
past few months,” he acknowledges, “but 
now is not a bad time to buy because we’re 
close to the bottom.” (For more on the ef¬ 
fects of the Asian crisis on the semicon¬ 
ductor industry, see “Pacific Grim,” page 
102.) According to Fairchild Semiconduc¬ 
tor chief financial officer Joseph Martin, 
Citicorp Venture Capital had long ago rec¬ 
ognized the growth potential of the semi¬ 
conductor industry, but it needed the right 
entry point and valuation: “The downturn 
in the industry in late 1996 appears to have 
been what created the proper value for 
Citicorp to act.” 

LBOopholes 

Careful financial engineering is necessary 
to structure a buyout transaction to the 
best advantage of the LBO firm. These 
days, LBO firms are structuring the pur¬ 
chase of companies with low book values, 
like technology companies, as recapital¬ 


izations (reshufflings of the debt load and 
ownership structure) rather than as out¬ 
right purchases. This avoids an undesir¬ 
able side effect of a straight purchase: a 
write-off over time that artificially depresses 
earnings and would likely discourage po¬ 
tential investors or buyers. To classify the 
buyout as a recapitalization, the LBO firm 
must also leave 10 percent of the target 
company’s voting shares outstanding. This 
was the case with both the Fairchild and 
the Zilog buyouts. Citicorp Venture Capi¬ 
tal and TPG therefore have the flexibility to 
take Fairchild and Zilog public again with 
reported earnings that reflect actual cash 
flow, rather than earnings that have been 
artificially depressed by the write-off of the 
premium paid in an acquisition. Basically, 
it’s accounting gymnastics at work. 

The overriding concern for an LBO in a 
cyclical industry is the target’s cash flow. 
The company must be capable of generat¬ 
ing and maintaining sufficient cash flow to 
service the debt that the buyer plans to pile 
onto its capital structure. This is the major 
hurdle for semiconductor companies, 
which historically have inconsistent cash 
flows and have been leveraged conserva¬ 
tively, at an average of about 20 percent. 

Mr. Nirenberski of DMG thinks that 
Fairchild’s relatively long product cycles will 
permit stable cash flow for Citicorp Ven¬ 
ture Capital. But given TPG’s plan to load 
Zilog up with $255 million of debt, com¬ 
pared with $185 million in equity financing 
(leaving the company leveraged at almost 
60 percent), Zilog could be more of a risk. 
“Cash flows from microcontroller produc¬ 
tion aren’t as predictable,” he cautions. 

Bob Collins, Zilog’s chief financial offi¬ 
cer, counters that before the acquisition the 
company had no debt and had just com¬ 
pleted a new manufacturing facility.“All of 
the heavy capital investment has already 
been made, and we have no plans to make 
any major cash outlays for capital equip¬ 
ment in the near future,” he says. 

Still, Mr. Nirenberski warns that “the 
LBO firms better be certain that they know 
what they’re buying, or they’re going to get 
their heads served up on a platter.” 

Write to sgates@redherring.com. 
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